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Charity Provisions - Overview

Incentives to Encourage Charitable Giving

Non-Itemizer/Itemizer Deduction

Provide for a charitable deduction for cash donations made by non-itemizers (approximately
74% of filers currently cannot take a charitable deduction because they do not itemize).  A floor
of $250 for single filers and $500 for joint filers for both non-itemizers and itemizers. There will
be no cap.  

Coupled with expansion of charitable deductions for non-itemizers are improved anti-abuse rules
for record keeping and substantiation of charitable donations for cash and non-cash items.  For
cash donations – record keeping requirements are satisfied if the donor maintains a cancelled
check or a receipt (or a letter or other written communication from the charity) from the donee
showing the name of the donee organization, the date of the contribution and the amount of the
contribution.  For noncash contributions these rules apply to donations with a claimed value of
$100 or more.  

For donations of clothing and household items the Secretary is required to prepare and publish
an itemized list of clothing and household items and to assign an amount to each item on the list. 
The assigned amount is treated as the fair market value of the item for purposes of the charitable
contribution deduction and is based on an assumption that the item is in good used condition or
better.  Any deduction for a charitable contribution of each such item may not exceed the item’s
assigned amount.  The list should be prepared in consultation with donee organizations that
accept charitable contributions of clothing and household items.  The proposal requires for
contributions of more than $500 the taxpayer must include a Form 8283 that provides a
description of the property contributed.

Allowing non-itemizers to also receive a charitable deduction and to have a common floor (in
this case $250 single and $500 joint) for non-itemizers and itemizers was a recommendation of
the President’s Advisory Panel on Federal Tax Reform (“Tax Reform Panel”) and was also
recommended in testimony before the Finance Committee.  

Concerns about valuation of clothes and household items has been raised by many
commentators.  The Tax Reform Panel stated: “The Panel is also concerned that the current
rules for contributions of used clothing and household items create the potential for
overvaluation and cheating on small deductions.  The current system of self-reporting has led
to the use of “do it yourself” receipts and third-party valuation guidelines that sometimes
provide overly generous values.  The Panel suggests that consideration be given to curbing the
use of “do it yourself” receipts and inflated valuations by allowing deductions only when the
taxpayer receives a price list and an itemized receipt from the charity.”
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IRA Rollover  Passed by the Senate last Congress.  (For this and other legislation that previously
has been passed by the Senate see JCX-47-03 for a detailed discussion).  

S Corporation  Passed by the Senate last Congress

Food Donations  Passed by the Senate last Congress.

Land Donations -  encourage Contributions of Capital Gain Real Property 

Passed by the Senate last Congress.  Allows 15 years carryover of qualified conservation
contributions that exceed the 50-percent limitation (increased from 30 percent).
For farmers and ranchers a qualified conservation contribution is allowable up to 100 percent of
the taxpayer’s contribution base.  

Book Donations  Passed by the Senate last Congress.

UBIT Reform - 512(b)(13)  Passed by the Senate last Congress.

Additional Incentives for Giving to Public Charities (and addressing tax abusive activities)

Donor Advised Funds

Require an aggregate pay out each taxable year of five percent of the aggregate asset balance of
all donor-advised funds maintained by the sponsoring organization during the taxable year
(similar to 5 percent payout of private foundations).  Set asides (such as saving money for a
building) are allowed and count toward the payout – similar to private foundations.  Grants to
individuals are allowed if it is donated to the sponsoring organization and administered by the
sponsoring organization (ex. a community foundation runs a scholarship program – the donor
advised fund can contribute to that scholarship program).

Certain anti-abuse provisions include: minimum activity for each account generally of $250
every three years; no distributions to donors and advisers (i.e. you can’t pay yourself, your
mother, etc.); and such person cannot receive more than an incidental benefit from a distribution. 
If a donor-advised fund holds assets other than cash and marketable securities (i.e. “Illiquid
assets” that equal more than 10 percent of the total value of assets in the account) the fund can
choose either to divest the assets (time period allowed: tax year of gift and following tax year) or
can keep the assets but must then be subject to a five percent payout the following year (third
year).  

Abusive donor-advised fund arrangements were cited by the IRS Commissioner as the #1
compliance problem in tax-exempts (along with supporting organizations - see below)  –
March 30, 2005 letter from IRS Commissioner – on Committee website for April 5th hearings. 
Reforms of donor advised funds will help ensure that donations receiving a tax deduction
actually go to the benefit of public charities serving the poor, needy and the community.
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Supporting Organizations

A Type III support organization must payout the greater of 85 percent of its income from the
prior taxable year or five percent of the aggregate fair market value of all of the assets of the
organization other than assets that are used (or held for use) directly in supporting the charitable
programs of the supporting organization or one or more supported organizations.  

All supporting organizations are prohibited from making grants, loans, compensation or other
similar payments to a substantial contributor (or related individuals).   The anti-abuse excess
business holdings rules applied to private foundations will also apply to supporting organizations
(the allowance of five years plus an additional five years upon approval to divest will be
allowed).  A new Type III supporting organization may not support more than five organizations. 
The Type III supporting organization must inform by letter each organization that is designated
by the supporting organization as receiving its support.  Anti-abuse provisions regarding
supporting organizations that support an organization that the donor controls (this was the abuse
reported in the New York Times).

Supporting organizations established to provide benefits to founders was cited by the IRS
Commissioner as the #1 compliance problem in tax-exempts (along with donor advised funds -
see above) – March 30, 2005 letter from IRS Commissioner – on Finance Committee website
for April 5th hearings.  Reforms of supporting organizations will ensure that donations
receiving a tax deduction actually go to the benefit of public charities serving the poor, needy
and the community.

Anti-Abuse Rules

Involvement by exempt organizations in tax-shelter transactions.

In general, under the proposal, many tax-exempt entities are subject to penalties for participating
in a prohibited tax shelter transaction as accommodation parties.  A prohibited tax shelter
transaction is a transaction that the Secretary determines is a listed transaction (as defined in
section 6707A(c)(2) or a reportable transaction that is a confidential transaction or a transaction
with contractual protection (as defined by the Secretary in regulations).  The proposal also
clarifies that an exempt organization that participates in a reportable transaction (including a
listed transaction) in order to shelter from tax the organization’s own tax liability (e.g. the
unrelated business income tax) is subject to the present-law rules (sec. 7607A and sec. 6011
pertaining to disclosure of such transactions.

Reforms in this area recommended by Joint Committee on Taxation – see Options to Improve
Tax Compliance and Reform Tax Expenditures, JCS-02-05.  The IRS Commissioner listed
involvement of exempt organizations serving as accommodating parties to facilitate abusive
tax shelters as one of the top areas of compliance problems for tax-exempts  – March 30, 2005
letter from IRS Commissioner – on Finance Committee website for April 5th hearings.  
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Facade Easements

Under the proposal, a charitable deduction is allowable with respect to buildings located in a
registered historic district but the qualified real property interest that relates to the exterior of the
building must preserve the entire exterior of the building (sides, rear, air, etc.).   In addition,
easement must provide that no portion of the exterior of the building may be changed or altered
in a manner inconsistent with the historical character of such exterior.  

Charities accepting easement donations must be accredited by the National Trust for Historic
Preservation – starting in 2008.  Donors claiming a deduction of over $10,000 or 3% of fair
market value must pay a processing fee of $500 to the IRS.  Expanded reporting requirements for
donors and more extensive information for appraisals.  

The IRS Commissioner listed misuse of charities for charitable deductions as one of the top
areas of compliance problems for tax-exempts and specifically citing facade easements –
March 30, 2005 letter from IRS Commissioner – on Finance Committee website for April 5th

hearings.   Reforms in this area recommended by Joint Committee on Taxation – see Options
to Improve Tax Compliance and Reform Tax Expenditures, JCS-02-05.  

Taxidermy and Substantiation of Exempt Use Property

For contributions of exempt-use taxidermy property with a claimed value of more than $500 but
not more than $5,000, the individual must include on the Form 8283 a photograph of the
taxidermy and comparable sales data for similar items within the previous six months.  Valuation
must be based on comparable sales.  For claims of more than $5,000 the taxpayer must request a
Statement of Value from the IRS (currently available for art and collectibles).  Provision also
tightens for all non-cash donations reporting rules to provide greater assurance that an item
donated for exempt purposes is actually used (or intended to be used) for exempt purposes. 

Reform of Certain Life Insurance Contracts

In general, the proposal imposes an excise tax, equal to 100 percent of the acquisition costs, on
the taxable acquisition of any interest in an applicable insurance contract.   An applicable
insurance contract is any life insurance, annuity or endowment contract in which both an
applicable exempt organization and any person that is not an applicable exempt organization
have, directly or indirectly, held an interest in the contract.

If an interest in an applicable insurance contract exists solely because the organization holds, as
part of a diversified strategy a de minimis interest in an entity which directly or indirectly holds
an interest in the contract, such interest is not taken into account for purposes of the proposal.  

In addition, Treasury regulatory authority is provided to except certain contracts from treatment
as applicable insurance contracts.  Contracts may be excepted based on specific factors including
1) whether the transaction is at arms’ length, 2) whether the economic benefits to the applicable
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exempt organization substantially exceed the economic benefits to all other persons with an
interest in the contract (determined without regard to whether, or the extent to which, such
organization has paid or contributed with respect to the contract), and 3) the likelihood of abuse.

The administration proposed in its budget addressing this problem of charity/life insurance
contracts.  The administration stated :   “The Treasury Department is concerned that, in many
cases, such arrangements [life insurance contracts in which both charities and non-charities
have an interest] do more to facilitate investment by private investors in life insurance
contracts than to further a charity’s exempt purposes.  Moreover, these arrangements may
inappropriately afford benefits to private investors that would not otherwise be available
without the charity’s involvement.” - General Explanations of the Administration’s Fiscal
Year 2006 Revenue Proposals, Department of the Treasury, February 2005.

Partial Interest

Requires that if a charity receives a fractional interest in an item of tangible personal property,
the charity must take actual possession of the item for a period of time corresponding
substantially to the charity’s then-existing percentage interest in the item.

The committee is aware of a growing problem of promoters advising fractional donations
(without the charity taking possession of the item) as a tax avoidance plan.  Recent news
reports highlighted this as well – with wealthy donors taking a significant deduction for
donating a fractional interest in a painting to a museum – while the painting is never taken
into possession by the museum and remains at the home of the donor.   Finally, the IRS
Commissioner cited enforcement concerns where a partial interest has been transferred:
March 30, 2005 letter from IRS Commissioner – on Committee website for April 5th hearings.  

Credit Counseling 

The proposal generally follows the proposal by Joint Committee on Taxation – Options to
Improve Tax Compliance and Reform Tax Expenditures regarding credit counseling
organizations..  Of specific note: the 501(c)(3) organization may charge certain fees for debt
management plan services but must waive any fees if payment of such fees would work a
financial hardship; 2) does not solicit contributions from consumers from during the initial
counseling process or while the consumer is receiving services from the organization; and, 3)
normally limits debt management plan services (in the aggregate) to 25 percent of the
organizations’ total activities (determined by taking into account time, resources, or efforts
expended by the organization, and any other measures prescribed by the Secretary.  The 25
percent limit shall be applied with regard only to the activities of the credit counseling
organization, and without regard to the activities of any affiliates, separately, organized entities,
or entities that, together with the credit counseling organization, are covered by a group
exemption determination letter.  Organizations have one year after date of enactment to be in
compliance.  
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The Commissioner of the IRS cited abusive credit counseling organizations as the second
highest compliance problem by exempt organizations – March 30, 2005 letter from IRS
Commissioner – on Finance Committee website for April 5th hearings.  In addition, Joint
Committee on Taxation has proposed significant reforms in this area – see Options to Improve
Tax Compliance and Reform Tax Expenditures, JCS-02-05.  

Close Loophole of Investment Income Excise Tax

This proposal amends the definition of gross investment income to include certain items of
income not presently enumerated in the Code but identified in Treasury regulations, namely
income from notional principal contracts, annuities and other substantially similar income from
ordinary and routine investments.  

Joint Committee on Taxation proposal – see Options to Improve Tax Compliance and Reform
Tax Expenditures, JCS-02-05.  

Update Fines and Penalties 

In general, the proposal doubles the amount of excise taxes with respect to certain activities by
private foundations and private foundation managers and increases the dollar limitations
applicable to excise taxes on public charity, private foundation, and social welfare organization
managers.  An example, would be self-dealing between a manager and a private foundation.

Current level of fines and penalties are not adequate to provide sufficient deterrence.  Joint
Committee on Taxation proposal – see Options to Improve Tax Compliance and Reform Tax
Expenditures, JCS-02-05.  

Appraisal Reform

The proposal lowers the thresholds for imposing accuracy-related penalties on a taxpayer who
claims a deduction for donated property for which a qualified appraisal is required.  Under the
proposal, a substantial valuation misstatement exists when the claimed value of donated property
is 150 percent or more of the amount determined to be the correct value.  A gross valuation
misstatement occurs when the claimed value of donated property is 200 percent or more the
amount determined to be the correct value.  Under the proposal, the reasonable cause exception
to the accuracy-related penalty does not apply in the case of gross valuation misstatements.  
Note: in general, appraisals are required for donations of over $5,000 – that is not changed.

The proposal provides definitions of a qualified appraiser (basically none exist now) and
qualified appraisals.  The proposal also allows the Secretary to discipline appraisers after notice
and hearing.  

Problems of valuation of non-cash charitable donations has been noted by many.  The Tax
Reform Panel stated: “The Panel believes that current law penalties applicable to appraisers
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for aiding and abetting the understatement of tax by taxpayers are inadequate to valuation
abuses.  In cases where property is donated to charities, the Panel believes that it is necessary
to implement better standards for appraisals.  The Panel recommends 1) new rules requiring
clearer standards for appraisals; 2) information reporting by appraisers to the IRS, the donor,
and the charity of the appraised value of property; and 3) new penalties for appraisers who
misstate the value of property. 

“The lack of clear, objective standards for establishing the fair market value of donated
property has led to many recent valuation abuses.  The Panel recommends new rules
requiring that appraisals be prepared by a qualified appraiser in accordance with generally
accepted and customary appraisal standards” – Appendix of Tax Reform Panel.

In addition,  – the IRS Commissioner in his March 30, 2005 letter “We also have persistent
problems in taxpayers’ valuation of deductions taken for non-cash charitable contributions. 
Valuation issues are often difficult.” 


